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Payment of Royalties to by U.S. Subsidiaries
Fiscal Years ending through _
This memorandum responds to your request for advice on whether
certain U.S. subsidiaries cf a
corporation, are "contract manufacturers" and whether
certain technical assistance fees and royalties paid by the U.S.

subsidiaries to _are deductible pursuant

to I.R.C. § 162.

DISCLOSURE STATEMENT

This advice constitutes return information subject to I.R.C.
§ 6103. This advice contains confidential information subject to
attorney-client and deliberative process privileges and if prepared
in contemplatien of litigation, subject to the attorney work
product privilege. Accordingly, the Examination or Appeals
recipient of this document may provide it only to those persons
whose official tax administration duties with respect to this case
require such disclosure. In no event may this document be provided
to Examination, Appeals, or other persons beyond those specifically
indicated in this statement. This advice may not be disclosed to
taxpayers or their representatives.

This advice is not binding on Examination or Appeals and is
not a final case determination. Such advice is advisory and does
not resolve Service position on an issue or provide the basis for
closing a case. The determination of the Service in the case is to
be made through the exercise of the independent judgment of the
office with jurisdiction over the case,
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ISSUES

L uhetnes . I
20

are "contract manufacturers."”

2. Whether lll, I and Ml are entitled to deduct technical
assistance fees and royalties paid to

during the fiscal years ending through
CONCLUSIONS
1. At this stage, we cannot reach a conclusion on whether i

Bl :nc Bl :re contract manufacturers. [l I and Il have

characteristics that are typical of contract manufacturers and
characteristics that are atypical of contract manufacturers:
Therefore, we recommend that you ask the economist engaged by the
Service how he treated |l I 2nc Jfor transfer pricing
purposes and treat them consistently. We also recommend that you
engage an engineer to perform a functional analysis of [}

and and determine whether they indeed are contract
manufacturers.
2. The Service has not provided sufficient basis for disallowing

the deductions claimed by R I :znd B i full. According to
the Service, |l M 2ndlM zre contract manufacturers and, as
such, they would not customarily pay royalty fees. Even assuming
that Il W :=ncd I ace contract manufacturers, the Service has
not presented any evidence supporting its conclusion. In fact, the
Service has provided licensing agreements between [JJJJand unrelated
parties that support an opposite conclusion, i.e., contract
manufacturers do pay royalty fees. We recommend, therefore, that
you determine whether the amcunts paid by |||} IR 2nd B ace
reasonable, considering transactions entered into by parties
dealing at arm's length and the value of the patent or other
intangible being licensed.

FACTS

I. PLAYERS

is a _corporation
engaged in the manufacture and sale of and

. Il ovns approximately companies in
countries, of which are found in the United States.

is a Delaware
corporaticn wholly owned by . manufactures |
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for sa j lbytors, including _and
, @ wholly owned subsidiary of
1s a Delaware corporation
wholly owred by Bl rznufactures for sale to
and

B cistributors, including

is a Delaware
corioratlon wholly owned by Bl rznufactures |GG

 and
-is a2 Delaware corporation wholly owned by - e

distributes products manufactured by related entities within the
United States.

11. aActivities of [} IR 2o R

A. GENERAL ANALYSIS

The economist engaged by the Service described - B -

Bl :s "independent manufacturers that perform manufacturin
assembly services for companies that rnaz:]-:etﬂ1

and/or M

p.
) (the "Economist's Report").! The economist
detezmiped the functions performed and risks assumed by [} R
and to be as follows:

Function

Materials/Component Purchasing
Manufacture of Compcnents

Final Product Manufacturing/Assembly
Testing & Quality Control

Inventory & Warehousing*

Product Shipping

Product Distributicn

Credit and Colliection*

Product Warranty*

Repair, Service & Tech. Assistance

MR R R R G
MO R R K R
T T T N TR TR

)
D
D
et

|
|

' It is our understanding that the economist's report for

the years-through B i substantially similar to the
Economist's Report for the years |l through
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In his analysis, the economist defined "independent
manufacturer” as follows:

independent manufacturers perform no
product related sales or marketing functions.
Advertising and other sales costs should be
limited to those required to recruit and
maintain a customer/client base for
manufacturing services. The typical
independent manufacturer does not perform
research and development (R & D) or other
product development or design functions and
should incur no costs related thereto except as
a contract service with reimbursement and
compensation. However, if such contract
services were extensive, they would constitute
an additional service segment. Therefore, if
data disaggregated by function were not
available, then an independent manufacturer
could not be used as a comparable for tested
parties that did not perform a similar mix of
"for fee" services.

See id. at p. III-1. In addition, he found that independent
manufacturers do not own the patents, trademarks or brand names
associated with the products, and do not share in the profits or
risks associated with these intangibles. See id.

The economist found-, - and - to be independent
manufacturers for the following reasons:

Of the functions listed in [the table
above], only those marked with an asterisk are
considered to entail particular risks at the
level in which the | illmanufacturing entities
participated. Varying degrees of insulation
from the full level of risks assumed by

vertically integrated enterprises in the
T

afforded these manufacturing entities. In that
regard, they were very similar to independent
manufacturers that produce exclusively or
primarily under contract tc the marketers of
their products. Independent manufacturers own
no significant intangibles: patents, trademarks
and brand names are owned by the manufacturer's
client/customer. While some independent
manufacturers may own patents or other
proprietary interests in manufacturing
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equipment or processes, such intangibles are
considered to place those firms in a special
categcery that would not be included in a set of
comparables for the || entities.

While no formal written contracts between
the [l manufacturing entities and -or
Bl rclated affiliates were provided to the
audit team, the responsibilities and
liabilities of those entities as described by

representatives were nearly identical to
those contained in contracts between unrelated
parties for the manufacturing of products. 1In
such arm's length contracts, risk with respect
to the procurement of materials and components
are limited by the ability to commit to
purchases based on contract orders for the
products to be manufactured. In this regard,
the [ lentities fit within one or both of
the two types of relaticnship {sic] generally
applicable to contract manufacturers: {1)
"consignment" manufacturing, wherein the client
provides materials and components so that the
manufacturer is performing a pure manufacturing
service function; and (2) "turn-key"
manufacturing, wherein the manufacturer
procures all materials required in the
manufacture or assembly of the products being
produced under contract. Whereas the
entities purchased and took title to product
compeonents and raw materials, their sources
were often limited primarily to related
parties.

See id. at pp. III-1 - III-2.

It is our understanding, after reading the abcve discussion as
well as discussing the operations of [l B :znd [ vith the
prior revenue agent, that [l Il znd Jll nanufactured products
in accordance with purchase orders received from their customers.
That is, they did not produce any units prior to receiving the
orders or any units in excess of the amount ordered. We do not
have, however, any documents supporting this understanding.

s. N

-manufactured for both related and
unrelated marketers of products in | EGIH
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e - B B s-- ccoronmist's Report, pp.

VI-1 and VI-2.

The [ oceration was formed during B :housh -
e ——

subcontracting arrangement with a related
, which performed all labor
functions associated with the assembly of
See Economist's Repert, p. VI-1. [llllwvzs owned by

I ¢ vholly guned subsidiary of and
€ manuracturing assets are own - reimbursed for

ed b
the labor costs plus .percent. ialso paid a lease fee for
the use of the M industrial facility and paid iz royalty
for technical assistance in running the manufacturing operation.
See id.

Bl v:s provided with designs and manufactured to
specifications and had no significant patents or intangibles,
it sold the bulk of its output to unrelated customers and was

responsible for finding and retaining them." See id. at-p. VI-2

I just Like an independent

manufacturer." Id.

c. 1R

Bl anutactured [ - B ---
*and also imported | :-: finished parts
from for resale to original equipment manufacturers. See

Economist's Report, p. IX-1. MM ranufactured the |GGG
in |1 _ B -cntracted with Il for the performance of
all labor function associated with the assembly of—

in owned all of the manufacturing assets used by B
See id. }

0. N

- manufactured
for in

Economist's Report, p. VII-1. for the
performance of all labor functions associated with the assembiy of

I - in owned all of the

menufacturing assets used by i}

See id.
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IiI. TECHNICAL ASSISTANCE AND ROYALTY AGREEMENTS

A. TECHNICAL ASSISTANCE AGREEMENTS

and entered into a Technical Assistance Agreement on
Pursuant to the Technical Assistance Agreement,
granted [l 2 non-exclusive right and license (1) to use the
"technical information" of M vith respect to the manufacture of
and {2) to make use of the patents
applicable to the owned by [l See
Technical Assistance Agreement, Art. 2. The term "technical
information” means drawings and specifications of the
list of component parts, process
specifications, performance specifications of the

, test data, lay-ocut of manufacturing facilities, list of
machinery and equipment and other technical information necessary
for the manufacture of the which are
owned by [} See Technical Assistance Agreement, Art. 1(B).

After the effective date of the Technical Assistance Agreement
(i.e., ' -was required to provide -with all

of the "techni ipformation" necessary to manufacture the [N
ﬂ See Technical Assistance Agreement, Art.
3¢(A). And [lllvzs required to manufacture the |GGG
"strictly in accordance with the TECHNICAL INFORMATICN
furnished by (JJJjj .* See Technical Assistance Rgreement, Art.

3{(C). After an approved reiuest by -, -was reguired to send

its skilled engineers to s plant to provide instruction and
guidance with respect to e use of the technical information. See
Technical Assistance Agreement, Art. 4(A). The expenses associated
with dispatching the skilled engineers to [ s plant were borne
and paid by [} See Technical Assistance Agreement, Art. 4(C).

In addition, the parties recognized that, for technical and
quality reasons, [JJj would purchase from _-certain machinery
equipment, materials, and component parts. See Technical
Assistance Agreement, Art. S5(A). [l retained the right to
establish the quality and performance standards for machinery
equipment, materials, and component parts procured by [JJJEcom any
sources other than|JJ see id.

As compensation for the_technical information, agreed to
pay Jlz royalty equal to?for each

manufactured and sold by See Technical Assistance Agreement,
Art. 6. The parties, however, amended the Technical Assistance
Agreement on three occasions to adjust the amount of the royalty
for the period from [IIIIIIEIEEE - BN -
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royalty due and payable by IllMwas exempted. ee Memorandum dated

. For the period from *to ]
m royalty was reduced from S per unit scld to SR
per unit scld. See Memorandum dated T Effective as
of , the reduction from S per unit scld to
' Eer unit sold was permanent. See Amendment dated_

The term of the Technical Assistance Agreement originally was
2 years from the effective date. See Technical Assistance
Agreement, Art. 12. However, the term is automatically extended
each year for one year periods, unless either party gives written
notice of termination. See id.

81l of the

<= :-c s ol b
Bl vcre required to bear the trademarks of " " or "R

both of which are owned by See Technical Assistance
Agreement, Art. 9. and [l entered into a separate trademark

license agreement. Id.

entered into a Technical Assistance Agreement on
Pursuant to the Technical Assistance Agreement, [Jij
granted a non-exclusive right and license (1) to use the
"technical information" of with respect to the manufacture
and/cr assembly of and (2) to make . of the
ratents applicable to the owned by .  See
Technical Assistance Agreement, Art. 2.00. The term "technical
information" means drawings and specifications of the

B 1ist of component parts, process specifications, performance
specifications of theﬁ, test data, lay-out of
manufacturing facilities, list of machinery and equipment and other
technical information necessary for the manufacture of the

which are owned by i See Technical Assistance

Agreement, Art. 1.02.

After the effective date of the Technical Assistance Agreement
(i.e., |GGG B :: r-quired to provide I vith 211
of the "technical information" necessary to manufacture the

See Technical Assistance Agreement, Art. 3.01.
And was required to manufacture the [ strictiy
in accordance with the TECHNICAL INFORMATION furnished by [N ."
See Technical Assistance Agreement, Art. 3.03. After an approved
reguest by Il Bl was required to send its skilled engineers to
Bl s rlant to provide instruction and guidance with respect to the
use of the technical information. See Technical Assistance
Agreement, Art. 4.0l1. The expenses associated with dispatching the
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skilled engineers to s plant were borne and paid by I see
Technical Assistance Agreement, Art. 4.03 and 4.04.

In addition, jjj vas required to purchase all machinery,
equipment, materials, and component parts necessary for the
manufacture and/or assembly of from . See
Technical Assistance Rgreement, Art. 8.0l. Refore could
purchase any machinery, equipment, materials, and component parts
from any sources other than s required to obtain prior
written approval of llll as to the quality and performance of such

parts. See id.

As consideration for the technical information, [JJj agreed to
a2 rovalty equal to.percent of the selling price of all
manufactured and socld by minus landed cost of
materials and component parts supplied by See Technical
Assistance Agreement, Art. 6.00.

pay

The term of the Technical Assistance Agreement originally was
Bl years from the effective date. See Technical Assistance
Agreement, Art. 12. However, the term is automatically extended
each year for one year periods, unless either party gives written

notice of termination. See id.

B :rc Jllllcntered into a Technical Assistance Agreement on
Pursuant to the Technical Assistance Agreement, [l

grantedlla non-exclusive right and license (1) to use the
"technical j ion" of with respect to the manufacture of

and and (2) to make use of the
patents applicable to the and [ ovnec
by See Technical Assistance Agreement, Art. 2. The term

"technical information" means drawings and specifications of the
and . 1ist of component parts,

process specifications, performance specifications of the
andd test data, lay-out of manufacturing

facilities, list of machinery and equipment and other technical

information necessary for the manufacture of the
I - h which are owned by See Technical

Assistance Agreement, Art. 1(B).

After the effective date of the Technical Assistance Agreement
(i.e., ), was required to provide with all

of the "technical information" necessary to manufacture the
and See Technical Assistance

And was required to manufacture the
and "strictly in accordance with

the TECHNICAL INFORMATION furnished by [[Jlll." See Technical

greement, Art. 3(A).
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Assistance Agreement, Art. 3(C). After an approved request by [}

was required to send its skilled engineers to 's plant to
provide instruction and guidance with respect to the use of the
technical information. See Technical Assistance Agreement, Art.
4{R). The expenses associated with dispatching the skilled
engineers to s plant were borne and paid by Il See Technical
Assistance Agreement, Art. 4(C).

In addition, |l was required to obtain prior written approval
of M as to the gquality and performance of any machinery,
equipment, and materials procured by Ml ron any source other than
See Technical Assistance Agreement, Article 7(A).

The term and method of compensation is determined from time to
time "upon mutual consideration between the parties." See
Technical Assistance Agreement, Art. 6(B). Initially, Hllagreed
to exempt IMMfrom the royalty to help Bl cstablish its

competitiveness in the market. See letter dated [
from of to cf the Service. O©On

: I acreed to pay [l percent of the "added
value" of all and I =1ufactured and
sold by |l for the period from ]

to
See Memorandum No. 2 dated T 2.
"added value" is defined as the sales price of the

I
‘and [ ninus the costs of material delivered to
rom . See Memorandum No. 2, 9 3. Beginning || GTEEGEN
, the royalty for technical assisiiiii wii Bl ccrcent of added
|’

The term

value. See Memorandum dated 1 2. BApparently,

-intends to increase the royalty on occasion until the rovalty
reaches [lllpercent of added value. See letter dated i

The term cf the Technical Assistance Agreement originally was
-years from the effective date. See Technical Assistance
Agreement, Art. 11. However, the term is automatically extended
each year for one year periods, unless either party gives written
notice of termination. See id.

all of the' | - < _ manufactured

and sold by were required to bear the trademark of "-"
See Technica ssistance Agreement, Art. 8.
B. ROYALTY AGREEMENTS

B B - [Jlll:rterec into other royalty agreements, in
addition to the technical assistance agreements. These royalty
agreements fall within cone of three categories:
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and [l [ o: pursuant

to which "reimburse" for lump
sum payments made by to an unrelated party to
purchase a license to use that party's patents.

2.  contracts between [l z2nd R , or [ pursuant
to which |, B, or Il pzvs a royalty

comparable to the royalty that lllnust pay an
unrelated party for a2 license to use that party's

1. Contracts between

patents.
3. Contracts between -and an unrelated party that
grant a license to use that party's patents.

Below is a sample of the royalty agreements.

Category 1 - Allocation of Lump Sum Royalty Fees

On , I :zcting on behalf of itself and in the
interest of its subsidiaries, entered into a license agreement with
, the owner of approximately [l active patents and
pending patent applications. | czanted to i and its
subsidiaries? a nonexclusive license to "practice . . . any and all
inventions claimed in" || s patents (with some exceptions)
from | :h:oush the full term of the patents. As
compensation for the license, and its subsidiaries agreed to
pay I - 1urp sum of It is our understanding

that [l c2ic N S as reguired by the agreement.
Shortly thereaft

#entered into agreements with e
and [l in which [} and [l agreed to "reimburse for
their shares ¢f the lump sum payment made to over an
ear period. Each subsidiary's share equaled approximately
multiplied by a percentage egual to that subsidiary's
"US annual sales including export sales" over the "total U.S. sales
of (MM and its subsidiaries including import to and export to the
U.5.A." See Agreement for Payment of Royalties onﬂpatents

dated I, - oon [ =nc N Art.

Category 2 - Payment of Non-Lump Sum Royalty Fees

on ; -entered into a Licence Agreement for
for NN . i - -

2 I :rc its subsidiaries are singularly and jointly

referred to as "Licensee" throughout the Jljicense agreement. See
Agreement catec [ botvoo NN -~ I
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_ granted -and its subsidiaries® a non-exclusive license
"to manufacture, have manufactured, sell, use, lease or otherwise

transfer Licensed Products only, which Licensed Products are

designed and intended for use" in the
S e
compensation, [[lllland its subsidiaries agreed to pay
royalties pursuant to the following schedule:

1. $- for each unit sold, leased, or otherwise
transferred from llup to and including R

2. for each unit scld, leased, or cotherwise
transferred from | vp to and including | IEGEGR

3. SHEE for each unit sold, leased, or otherwise
transferred from _up to and including

4. SHEE for each unit sold, leased, or otherwise
transferred from -up to and including

5. SHEMM for each unit sold, leased, or otherwise

transferred in excess of | R
Agreement dated _ between [l and N

See Lice
. ¢
Shortly thereafter, [l entered into an agreement with -in
which [l agreed to reimburse il "the amount equivalent to the
patent fees payable by | under the Licensed Agreement." See
Agreement dated , between and T 1.

]

nse
5.1

Category 3 - Contracts between [JJJland Unrelated Parties

On I Bl -::rcd into a license agreement with e

in which -granted 4 non-
exclusive license under all patents to make

and to use, sell, lease, or otherwise P
As compensation, [JJagreed to pay

$- for each NG ;v factured and sold by

1v. apJgusTMENT FoR YEARS [l trrovc: [

The Service previously audited [Jjj HI anc i for fiscal

year ending |l :.rough fiscal year ending

During the audit, the Service developed two issues,

B and its subsidiaries are jointly referred to as
"Licensee" throughout the license agreement. See License

Agreement dated ||| NG bccvecer I < N
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among others, (1) whether, pursuant to I.R.C. § 482, the Service
could allocate income from ito B B in order to
clearly reflect the income of these corporations, and (2) whether
e and [l vere entitled to deduct as ordinary and necessary
business expenses technical assistance fees and royalties paid by

them to [

A, SECTION 482 ADJUSTMENT

The economist engaged by the Service used the Comparable
Profits Method ("CPM") in determining whether and to what extent it
should adjust the income of - Bl :d pursuant to I.R.C.
$ 482. The economist concluded that [} . and [fishared the
following functional characteristics:

1. manufactured/assembled products/components designed
by the client/customer

2.  manufactured/assembled [ 2nc/oc _

products and/or components

3. provided products for sale under the brand name of
others, including
4, delivered products to its affiliates and/or

mass retail customers
3. produced products only when they were ordered by -
: Or a mass marketing client

6. was invelved in relatively mature industries and
product lines

1. purchased or received materials and components
primarily from [ end its affiliates

8. owned no significant intangibles (patents,
trademarks, brand names, proprietary processes)

9. did not assume primary design, development, product
ligbility or marketing risks

10. .assumed liability which was limited to manufacturing

quality and reliability

11. had no significant R & D functions or expenditures

12. depended on for engineering and technical
assistance functions

13. had no significant advertising or marketing
functicns/expenses

See Economist's Report, p. V-1. Therefore, the economist used the
following criteria in selecting the comparables used with the CPM:

assembly of ' and
products and/or components
--additional functions limited to less than-
percent of revenues

1. had functions which were limited to manufacturinF/
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--procurement of materials and components limited to
those required to manufacture. customers' products
--sales function limited to marketing of
manufacturing services

2. did not assume primary design, development, product
liability or marketing risks

3. had no significant intangibles (i.e., customer ocwns
any patents, brand names)

4. had no significant advertising or promotional
functicns/expenses

5. nad no related party suppliers or customers

6. had no foreign plants or significant foreign sales
operations

7. was similar to . MR anc [ in terms of

maturity of company and product lines

8. had no bankruptcies or significant legal problems
9.  had sales between S$jlland $dfor fiscal

year through

See id. at p. V-3.

In essence, the economist sought "contract

manufacturers" as comparables, a term defined by the economist to
mear companies "whose profits depend primarily on the production of
products for sale by others, rather than one that is also inveolved
in design, services and/or marketing." See id. at p. V-4.

The economist ultimately used eight comparables in its

analysis.

The following is & partial table of "Manufacturing

Comparables" set forth in the Economist's Report:

Companv Name

See id.

at p. v-8.

Functions (per 10K)

Manufactures to Customer
Specifications

Contract Manufacturing
Manufactures tc Customer
Specifications

Contract Manufacturing, Field &
Engineering Services
Contract Manufacturing
Contract Manufacturing
Contract Manufacturing &
Services

Contract Manufacturing
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B. SECTION 162 ADJUSTMENT

It is our understanding that, in determining whether to
disallow the deductions for royalty and technical assistance
payments, the Service relied on the functiocnal analysis performed
by the economist and found- B :nc - to be contract
manufacturers. The Service then determined that the royalties paid
by |} B ¢l crc not ordinary and necessary business
expenses of a contract manufacturer. 1In additicn, the Service
argued:

It [is] ealso apparent that neither --nor
the domestic entities have taken the steps
necessary to gqualify the technical assistance
and I occation costs for a deduction.
The corporations did not provide during the
examination any informaztion to show that the
rates charged are at "arms-length" or meet
other applicable standards. 1In the case of the
I Allocation costs, the parties failed to
consider whether the domestic companies
utilized the licensed patents or the number of
patents which had been utilized. 1In addition,
the cost allocation methods do not bear any
relationship to the benefit received by the
domestic companies if any. It is merely a
method of spreading costs among —)‘/s'

[sic] operating divisions.

See Form B86-A, Explanation of Items, for and for
years ending * B chrough / p. 9

(emphasis in original).

v.  examiNation or vEARS [ r:rouvcH [N

You are currently examining whether [} Il and Jaxe
entitled to deduct as ordinary and necessary business expenses

technical assistance fees and royalties paid by them to -during
the fiscal years ending ' through

Bl specifically, you are considering whether Jjji HEEE znd
are contract manufacturers and whether, as contract manufacturers,

B B :c Il :v cdeduct royalties paid to a customer.
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DISCUSSION
I. WHAT IS A CONTRACT MANUFACTURER?
A. DEFINITION

The term "contract manufacturer" has not been explicitly
defined in the context of I.R.C. § 482 or I.R.C. § 162. The term
"contract manufacturing," however, has been defined in the context
of I.R.C. § 936 (relating to Puerto Rico and possession tax
credit).

Pursuant to the regulations promulgated under I.R.C. § 93¢,
the term "contract manufacturing” includes "any arrangement between
2 possessions corporation (or another member of the affiliated
group) and ar unrelated person if the unrelated person:

{1) Performs work on inventory owned by a member of
the affiliated group for a fee without the passage of
title;

(2) Performs production activities (including
manufacturing, assembling, finishing, or packaging) under
the direct supervision and control of a member of the
affiliated group:; or

(3) Does not undertake any significant risk in
manufacturing its product (e.g., it is paid by the
hour)."

Treas. Reg. § 1.936-5(c) Ans. 1. An arrangement will be treated as
contract manufacturing even if the unrelated party uses an
intangible owned or licensed by the possessions corpeoration (or
another member .of the affiliated group) as long as the unrelated
party makes use of the patent in producing the product which
becomes part of the product of the possessions corporation. Treas.
Reg. § 1.936-5(c) Ans. 2.

In addressing whether a corporation is a contract manufacturer
for purposes of I.R.C. § 482, the courts take a similar approach as
the regulations under I.R.C. § 936. Specifically, the courts have
focused on two elements necessary for finding a corporation to be a
contract manufacturer: (1) lack of risk and (2) lack of control.

The first element involves the guestion of whether the
corporation bears any risk with respect to the volume of its
product that it is able to sell and the price at which it is able
te sell it. See Bausch & Lomb Inc. and Consol. Subsidiarjes v.
Commissioner, 92 T.C. 525, 583-84 (1989), aff'd 933 F.2d 1064 (2nd
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Cir. 1991); see also Sundstrand Coro. and Subsidiaries v.

Commissioner, 96 T.C. 226, 357 {1991). In Bausch & Lomb, the
Service argued that Bausch & Lomb Ireland Ltd. ("B&L Ireland"), a
lower-tier subsidiary of Bausch & Lomb, Inc. ("B&L"), "was little

more than a contract manufacturer the sale of whose total
production was assured and who thus was not entitled to the return
normally associated with an enterprise which bears the risk as to
the volume of its product it will be able to-sell and at what
price." PBausch & Lomb at 583, The Tax Court agreed that B&L
Ireland would have been a contract manufacturer in substance if it
had found that B&L was required to purchase B&L Ireland's
production of soft contact lenses. But the Tax Court found that
B&L had not guaranteed that it would import substantial quantities
of lenses produced by B&lL Ireland and had not guaranteed that the
price paid to B&L Ireland would remain constant. Id. at 584.
While the Court found that B&lL Ireland had certain expectations as
to the volume and price of lenses it could anticipate selling to
B&L, the Court concluded that these expectations were no different
than those which any supplier has with regard to the business of a
major customer and did not constitute a guarantee which insulated
B&L Ireland from market risks. Id.

The second element involves the question of whether the
corporation has control over its operations. See Sundstrand, 96
T.C. at 357-58. 1In Sundstrand, the Service argued that Sundstrand
Pacific (Pte) Ltd. ("SunPac"), a wholly-owned subsidiary of
Sundstrand Corporation, was a contract manufacturer or
subcontractor of Sundstrand. The Tax Court, however, concluded
that SunPac did not act as a contract manufacturer or subcontractor
in form or substance.

As [Sundstrand's] licensee, [SunPac] owned
the right to use the intangible property
transferred to it under the SunPac License
Agreement; it had the right to sell SunPac
parts throughout the world to unrelated
parties; it purchased its own materials {albeit
through petitioner) and bore the inventory,
production, and market risks with respect to
its product; it scheduled its own production
runs and was responsible for its own guality
control; and it performed a variety of
machining cperaticns and processes.

Id, at 357.
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B. APPLICATION

B B - c Bll:ve characteristics similar to those of
contract manufacturers. First, [l Jlll and Il cid not bear any
risk as to the volume of their products that they were able to
sell. They received purchase orders from their customers setting
forth the number of units needed, and they manufactured that number
of units.® Second, Il M =nd [ 2pparently did not exercise
much control over their operations. They were reguired to
marufacture their products in strict compliance with the design,
specifications, and other technical information provided by R
They could not purchase machinery, equipment, materials, or
component parts from sources other than|ll without i} s prior
approval. And, according to the prior revenue agent, they did not
perform any functions without getting instruction from i

At the same time, however, I, MR 2nd Jl have
characteristics different than those of contract manufacturers.
First, the purchase orders for the products manufactured by B
Bl -rd were not unconditional. The prior revenue agent
stated that the customer was not required to accept all of the
products manufactured pursuant to the purchase orders; the customer
could return a defective unit and avoid paying the cost of that
unit. Second, R -,. and [lllbore risks not typically borne by
contract manufacturers. For example, according to the table on
pacge 3, above, -bore the costs asscociated with (1) warehousing,
(2) credit and collection, (3) product warranty, and (4) repair,
service, and technical assistance.

We recommend that you take two steps in determining whether to
treat [lll. I 2n¢ s contract manufacturers. First, you
should talk wit e economist who applied the Comparable Profits
Method to |, , and [l and determine whether he treated [

and [l as contract manufacturers for his analysis. If the
economist did not treat [l Il and l2s contract manufacturers
for purposes of I.R.C. § 482, you should not treat them as contract
manufacturers for purposes of I.R.C. § 162. If you do treat them
as such, you are taking a position inconsistent with that of the
economist. On the one hand, you would treat and -as
contract manufacturers and argue that they do not owe a rovalty to

On the other hand, you would not treat and as
contract manufacturers for transfer pricing purposes and argue that

* As noted below, however, the prior revenue agent implied
that the purchase orders were not unconditional. Specifically,
he indicated that the customer could return defective products
for a full or partial refund. As a conseguence, . Bl :=nd

bore some risk that their products would not be accepted.
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they must receive a return on their intangibles, i.e., the
intangibles that they license from|Jlll Second, you should engage
an_engineer to evaluate the functions performed by |||} I :na
Bl :nd to determine whether they are indeed contract

manufacturers.

In addition, we recommend that you consider the following
questions with respect to [l HIR =n¢ B

1.

2.
3

And you should
1.
2.

3.

4.

Who contracts with the purchaser? [ or R

-

What are the terms of the contract?

How is the cost of the products manufactured by -
and determined?

Who pays El - - for the products

manufactured &nd sold?

when are lll [ an< Ipaic for the products

manufactured and sold?

Once the purchaser submits a purchase order, is it

obligated to pay for each unit ordered? May the

purchaser refuse delivery? May the purchaser return

unneeded products?

Who bears the risk if the unit manufactured is

defective? Purchaser? Or [l TR - E

Dol M :nc [ truly bear the cost of

warehousing, credit and collection, warranty, and

‘service and repair?

obtain the following documents:

Contracts between the purchaser and if any;
Contracts between the purchaser and and

Bl it any:

Lontracts, other than the Technical Assistance

Agreements, between M anc |l R o< N
relating to the manufacture and sale of their
products, if any; and’

Purchase orders.

This information should assist you in analyzing the issue.

II. DEDUCTIBILITY OF TECHNICAL ASSISTANCE FEES AND ROYALTIES

I.R.C. § 162 allows a taxpayer a deduction for all ordinary
and necessary expenses incurred in carrying on a trade or business
including royalty fees or other similar fees that are incurred as a
condition to the continued use or possession of property to which
the taxpayer does not hold title. The "arm's length" test often
associated with I.R.C. § 482 is eqgually applicable in ascertaining
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the "ordinary and necessary" character of a payment to a related
party. The R.T. French Co. v. Commissionex, 60 T.C. 836 (1973).

While transactions between a corporation and its parent are
not condemned automatically as shams, they do invite close
scrutiny. The Nestle Co., Inc. v. Commissioner, T.C. Memo. 1963-14
(citing Differential Steel Car Co. v. Commissioner, 16 T.C. 413
(1951)). The validity of the agreements and the reasonableness of
the amounts paid must be ccnsidered in determining whether the
payments were in fact royalties or simply disguised dividends. Id.
(citing Granberg Eguiv., Inc. v. Commissioner, 11 T.C. 704 {1948)
and W.N. Thornburgh Mfg. Co. v. Commissioner, 17 B.T.A. 28 (1929)) .,
An agreement between a corporation and its parent is valid and
enforceable, if the arrangement is fair and reasonable, judged by
the standards of a transaction entered into by parties dealing at
arm's length. Id. {(citations omitted). Specifically, royalties
paid by a corporation to its parent for use of a patent or process
owned by the parent are deductible by the corporation as a business
expense, provided that the amount paid is reasonable, considering
the value of the patent or process and its salability in the open
market. JId. (citations omitted).

A. TECHNICAL ASSISTANCE AGREEMENTS
1. Validity of Agreements

The Technical Assistance Agreements between -and -
(2) Il znc B zrc (3) B and [l contain the bas:.c ingredients
for licensing agreements. They describe the information and
patents being licensed; they impose an obligation on to provide
technical assistance; they set forth the amount of the royalty, and
they specify the term of the license. See id.

On the face, therefore, the Technical Assistance Agreements
seem valid. You should consider, however, {1) whether the
technical information and patents licensed to and [ hac
value such that an unrelated party would have paid a royalty to use
them and (2) whether the parties acted in accordance with the terms

of the agreements. For example, did [fprovice IR and [N
with the technical information necessary tc manufacture their

products? Did instruct and on the use of this
infeormation? Did provide , and with technical
assistance when problems arose? Did [} and [l ray the
royalties provided under the agreements?

The Service argues that the parties did not comply with the
provisions of the Technical Assistance Agreements. In support of
this position, the Service points to two facts. First, agreed
to pay Il per unit manufactured and sold. But - never did
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pay [this amount. 1n fact, Bl did not pav anv rovalty for the
years from through . and paid &
reduced royalty after . Second, often used &

standard rate for the Technical Assistance Agreements of [ lpercent
of added value. [ however, did not reguire -to pay this
amount ; [l exempted [l fron paying any royalty for the first few
years of the contract and then imposed a royalty of only [Jpercent
and lllrercent in later years. :

at the time it was exempted from paying the Si] per

Similarly, [l allegedly agreed to a lpercent
royalty for il in order to help MM increase its competitiveness
in the industry in the early years.

In response to these arguments, [l cites to seemingl
leiitimate iiii ness purposes. [l zllegedly was *
unit royaity.

A reduction in the royalty to meet legitimate business
purposes is not necessarily detrimental to the validity of the
agreements. See Differential Steel Car Co. v. Commissioner, 16
T.C. 413, 424 (1951), acg. 1951-2 C.B. 2. The reduction in royalty
was "designed so as not to kill the goose that laid the golden
egg."” Id. We note also that the royalties set forth in the
Technical Assistance Agreements were computed at either a fixed
amount per unit or a percentage of added value and that they were

not dependent on the profits of |} IR or M See id.

2. Reasonableness of Amount Paid

The Service argues that the amounts paid by [l R 2~< I
pursuant to the Technical Assistance Agreements are not reasonable,
because -, B < Blhave not provided any evidence indicating
that royalty fees are customarily paid by contract manufacturers.
The Service, however, has not provided any information suggesting
that royalty fees are not customarily paid by contract
manufacturers and has not provided any basis for concluding that
the royalty fees paid by ] Il and ] vere not reasonable.

- We cannot accept the Service's proposition without more
information. First, the Service has provided licensing agreements
between [l and unrelated parties that clearly do not support the
Service's position. Pursuant to the licensing agreements between

andl B is required to pay Bz covalty equal to s
per [N - f2ctured and sold. The Service has not
presented any arguments that this licensing agreement, or any other
licensing agreement between [l and an unrelated party, was not
negotiated at arm's length or that the royalty paid by [jvas
otherwise unreasonable. If JJlllis. in fact, a contract
manufacturer, the existence of this licensing agreement undermines
the Service's proposition that contract manufacturers do not
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customarily pay royalty fees. Second, in Bausch & Lomb, the
Service argued that Bs&L Ireland was a contract manufacturer of B&L,
But it did not question the payment of a royalty by B&L Ireland to
B&L.® Third, the regulations promulgated under I.R.C. § 936 define
the term "contract manufacturing” to include an arrangement in
which the manufacturing corporation uses an intangible owned or
licensed by the corperation seeking the services of the
manufacturing corporation as long as the manufacturing corporation
uses the intangible in producing its product. Treas. Reg. § 1.936-
5(¢c) Ans. 2.

We recommend, therefore, that you evaluate whether the
royalties paid by- Bl :-nd under the Technical Assistance
Agreements are reasonable by applying an arm's length standard and
comparing them to royalties paid between unrelated parties under
similar circumstances. In doing so, we also recommend that you
examine the value of the technical information and patents licensed
tocllll Bl =rnd Ml oy Ml the extent to which IR :nd [
used the technical information and patents, and the amount, if any,
that unrelated parties would pay to use the technical information
and patents licensed by [}

B. RCYALTY AGREEMENTS
1. Category 1 - Allocation of Lump Sum Royalty Fees

BAs described above, |l cn its own behalf and on behalf of
its subsidiaries, entered into agreements with unrelated parties to
use those parties's patents or other intangible in the manufacture
of its products and agreed to pay them a lump sum fee for such use.
Because |l did not itself manufacture products, it passed the
burden of paying the lump sum fee to its subsidiaries that did
manufacture the products. That is, Il demanded reimbursement from
B . andifor their respective shares of the lump sum
royalty paid by llll [ czlculated the amount owed by R for
example, by first amortizing the lump sum over a period of vears
and multiplying the amount for one year by the ratio of -}'ls total
U.S. sales for the previous year to the total U.S. sales of M and
its affiliates.

3 Admittedly, the Service did not have any incentive to
attack the royalty paid by B&L Ireland to B&L. The Service was
not concerned with the taxable income of B&L Ireland; rather it
was concerned with allocating income from B&L Ireland to Bs&L
under I.R.C. § 482. The Service could accomplish this goal by
,arguing either for an increase in the royalty paid by B&L Ireland
or for a decrease in the transfer price paid by B&L to Bs&L
Ireland for contact lenses.
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This arrangement is not patently unreasonable. Theoretically,
B - Bl o:id the same amount to [l that they would have
paid to the unrelated party had they entered into the licensing
agreement directly with the unrelated party.

You should, however, consider whether, and to what extent,
B el - -actually used the patents and other intangibles
licensed by the unrelated parties in the manufacture of their
products. Clearl i for example, did not use the patents
licensed by and its subsidiaries in the
manufacture of its Bl should not assume an
responsibility for reimbursing for the lump sum paid b
And if I did use the patents licensed b to
manufacture all of its products, the computation of s share of
the lump sum payment should not include the sales of those products
the manufacture of which did not involve the [ catencs.

to

2. Category 2 - Payment of Non-Lump Sum Royalty Fees

As described above, |} on its own behalf and on behalf of
its subsidiaries, entered into agreements with unrelated parties to
use that party's patents or other intangible in the manufacture of
its products and agreed to pay them a royalty for such use.

Because |l did not itself manufacture products, it passed the
burden of paying the royalty to its subsidiaries that did
manufacture the precducts.

This arrangement is not patently unreasonable. - - and
Bl caid the same amount to [l that they would have paid to the
unrelated party had they entered into the licensing agreement
directly with the unrelated party.

You should, however, consider whether, and to what extent,
B B -rc Jllactually used the patents and other intangibles
licensed by the unrelated parties in the manufacture of their

products. Clearl if for example, did not use the patents
Licensed by I o

Bl should not pay any royalties to

And if JMdic not use the patents licensed by [N :o
manufacture all of its products, it should not pay any royalties
with respect to those products the manufacture of which did not
involve the patents.

3. Category 3 -~ Contracts between -and Unrelated Parties

The Service has not provided any basis, other than the general
argument that contract manufacturers do not pay royalty fees, for
disallowing the deduction of royalty fees paid by Il to unrelated
parties. As noted above, we do not find the ﬁce‘s argument
compelling. The licensing agreements between and the unrelated
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parties presumably were negotiated at arm's length and presumably
contained terms and conditions often found in agreements between
unrelated parties. Accordingly, [l should be entitled to deduct
the royalty fees paid pursuant to these licensing agreements.

If you have any questions, please call the undersigned at
(619) 557-6014.

GORDON L. GIDLUND
Assistant District Counsel

(42 Gy

GRETCHEN A. KINDEL |
Attorney




